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1ABSTRACT
This is a study of the central banking functions
carried out in Hong Kong. The materials inclided in the
present study are mainly collected through literature
research and interviews with a scholar.
Hong Kong is a major financial centre in Asia.
However, unlike most major economies, Hong Kong has no
central bank. Central banking functions are scattered
among offices of the Goverment and some private commercial
banks.
These central banking functions are neccessary .for
the proper functioning of the economy. Yet, there is
strong argument as to who are eligible to carry out these
functions. More importantly, it is argued that a single
public authority should be set up to conduct and hence to
supervise all these functions.
This argument comes to a climax when the Government
announced the New Accounting Arrangement in last July. The
arrangement signifies a further shouldering up of such
functions by the Government, and the reduction in
allocating such functions to private financial
institutions. It allows the Government to regulate the
2
exchange rate more effectively in terms of interbank
market liguidity.
Although the reasons supporting that a single
authority signifying a Central Bank should be set up in
Hong Kong are reasonable, the arguments against it are
sven stronger. The final conclusion is that a Central Bank
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Few people will disagree that Hong Kong is a major
financial centre in Asia. Unlike most major.. economies,
Hong Kong has no Central Bank. Most of the functions which
might normally be performed by one-- such as prudential
supervision of financial institutions, managing official
foreign exchange reserves, undertaking certain types of
market operations, issuing banknotes, and providing
banking services to the government-- are carried out by
different offices under the Monetary Affairs Branch of the
Government Secretariat or by selected commercial banks.
There have always been urges on the Government to set
up a Central Bank in Hong Kong. The pressure comes from
economists and bankers. The issue became hottest when the
Monetary Affairs announced the New Accounting Arrangements
effective on July 18, 1988. It will be useful to know the
functions of a Central Bank, how they are carried out in
Hong Kong, the recent developments in Hong Kong and
whether Hong Kong should have a Central Bank or not. It is
thought that an investigation into the present topic can
provide a better understanding of the above questions.
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1.2 Statement of the Problem and Research Objectives
The major research problem to be assessed is stated as
follows:
Should Hong Kong set up a Central Bank?
The specific research objectives of the study are:
1. To produce a clear picture of how central
banking functions are carried out in Hong Kong
2. To cite the implications of the New Accounting
Arrangements on the existing system;
3. To evaluate the pros and cons for the
establishment of a Central Bank in Hong Kong
4. To provide some suggestions for future
developments.
1.3 Scope of Study
The study will be concentrated on the study of the
existing central banking functions in Hong Kong and the
effects of the New Accounting Arrangements on the
development.
1.4 Framework of the Report
In what follows, the methodology and limitations of
the research will be described. Then the central banking
functions in Hong Kong. After that, the recent change, ie,
the New Accounting Arrangements, coupled with the issue of
the Exchange Fund Bill will be explained. Next, the
impacts of these changes will be cited. The pros and cons
3of the establishment of a Central Bank will then be





As the research is explanatory or fact finding in
nature, a literature review is carried out to increase the
researcher's understanding of the research problem.
Relevant books and other literature on the present topic
have been reviewed. In addition, various information
concerning Hong Kong is gathered from newspapers,
journals, magazines and periodicals.
2.2 Personal Interviews
After reviewing the relevant literature, the
researcher has a better understanding of the research
problem.'At that point, a plan of interrogation containing
questions which focus on the crux of the research problem
is developed. In-depth personal interviews are then
arranged. The interviews are semi-structured to allow
flexibility for the interviewees to express their- views
freely.
After all interviews have been conducted, the
interviews' contents will be analysed to give a full
picture. Together with the secondary data collected, it is
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hoped that a meaningful conclusion can be drawn.
2.3 Limitations
First of all, the research finds that Central Banking
is a very interesting topic, but difficult to handle. This
is because the researcher has no previous knowledge in the
field and information regarding such issue in Hong Kong is
scattered. Thus a lot of time has to be spent in reading
background readings.
Secondly, among the schlors in Hong Kong, only very
few are familiar with the Central Bank issue. Thus it is
very difficult to secure views from people with in-depth
knowledge in the issue.
6CHAPTER III
MACROECONOMICS AND POLICIES
In western countries, theu regulated macro-economics
through two channels, ie, fiscal pokicy and monetary
policy. Fiscal policy meabs the adjustment of.tax rates or
fovernment spending in order to affect aggregate demand.
however, nowadays this is losing its importance not only
among academics, but also among American politicians who
would rather not to use "spending" in their beautiful
promise before the election. Monetary policy thus
gradually increases its importance in regulating macro-
economics. Monetary policy means policy aimed at changing
the rate of growht of money stock for example, open
market operations or changes in required reserve ratios.
These are usually carried out by a single monetary
authority'ie' a central bank like the Central Bank of
England in the UK or a central banking systen like the
Federal Reserve in the US.
I Hong KOg, the objective of the Government's
monetary policy is to maintain exchange rate stability.
Exchange rate stability is an important element of
stability for Hong Kong's monetary system and for Hong
Kong, in the run up to 1997 and beyond. Hong Kong has, in
7
fact established the linked exchange rate from October
1983 onwards in an attempt to stabilize exchange rate.
The Government has the responsibility to ecsure that
monetary system functions properly and in a way which
enables the monetary policy objective, ie exchange rate
stability to be achieved effectively.
However, unlike most major economies, Hong Kong has
no central bank. Most of the functions which might
normally be performed bu one are carried out by different
Government offices under the Monetary Affairs Branch of
the Government Secretariat or by selected commercial
banks.
In fact, to manage macro-economics effectively, and
inglation in particular, rate of growth of money stock
must be controlled. Hong Kong' inflation rate 'has been
high. (The rate of consumer price inflation averaged 7.5
percent in 1988 which was much higher than the average
annual increase of 5.5 per cent recorded over the last
five years.) And this can only be achieved through
functions such as open market operations, note issuance
and required reserve ratios. To conduct these functions
effectively, a single authority, ie, a central bank must
be set up.
8CHAPTER IV
TYPICAL CENTRAL BANKING FUNCTIONS
A full-fledged Central Bank usually entails a broad
array of monetary, banking, regulatory and supervisory
functions.
4.1 Policy Function
The Central Bank is to carry out the Government's
monetary and credit policies to achieve desired
macroeconomic goals such as stable price levels, high
employment, etc.
To enable it to perform this task better, it is
usually conferred the sole right of note issue, and in
most democratic societies, it is also given a high degree
of operational independence.
4.2 Banking Function
The Central Bank serves as the principal banker to
Government, providing bank deposits and borrowing
facilities for the Treasury. It also acts as* the
Government's fiscal agent and financial advisor, as well
as the custodian and manager of the nation's gold, foreign
exchange and Special Drawing Rights reserves. In
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international monetary relations, the Central Bank
represents the nation in negotiating or liaising with
international organizations such as the World Bank and
International Monetary Fund. To the private sector, the
Central Bank serves additionally as the bankers' bank. By
virtue of the reserve requirement, the Central Bank keeps
the cash reserves of the banking system, and in turn acts
as the bank for central clearing, settlement, and transfer




The function as "Lender of Last Resort" has been
thought to lay.the foundation for modern central banking.
Lender of last resort means the obligation to assist
private banking institutions during financial crisis in
order to prevent the spread of panic.
4.4 Developmental Function
In places where the financial system is under-
developed, Central Banks are expected to perform the
developmental function of building up the whole financial
infrastructure by tax incentives, liberalization, or other
methods.
1




In most countries, Central banks are expected to
monitor the financial sector closely, and to compile and
publish financial statistics and other relevant
information.
The actual performance of these functions will vary
considerably among. different countries depending on their
environment and needs. Countries attach different
importance to different functions and some functions may
even not be performed.
In most countries, central banking functins are
carried by a non-profit-oriented, public-sector-owned
institution. In this way, monetary policy which requires
strict subordination of individual interests to
macroeconomic interests can be implemented effectively. In
addition, this will also avoid serious conflicts of
interests which may arise when private institutions are
granted full or quasi central bank status. It is often
argued that this leads to unfair competition as such




CENTRAL BANKING FUNCTIONS IN HONG KONG
BEFORE JULY 18, 1988
Hong Kong, unlike most other countries, does not have
a formal Central Bank, which performs the central banking
functions listed in the previous section. It does not have
one which bears the name of a Central Bank as the Bank of
England. Nor does it have a monetary authority which
performs all these functions, though not in name, as the
Monetary Authority of Singapore. In fact, such functions
are scattered among the Government and two profit-making
institutions, ie, the Hongkong & Shanghai Banking
Corporation and the Standard Chartered Bank, in Hong Kong.
The following will present a description of how the
different major central banking functions are carried out
by various institutions in Hong Kong. It will be noted
that the last two functions listed in the previous chapter
will not be discussed. Firstly, Hong Kong is advanced in
its financial sector, so it does not have the
developmental functions. Secondly, the financial and
banking statistics that the Monetary Affairs Branch and
Banking Commissioner's office compile are small in scale.
12
So, the research function is not so obvious in Hong Kong.
5.1 Currency Issue
In Hong Kong, note-issuance is carried out by two
private commercial banks. These two banks are the Hongkong
& Shanghai Bank and the Standard Chartered Bank. This is
in contrast to the practice of many countries in the
world.In Japan, the Bank of Japan as the Central Bank is
the sole issuer of banknotes. In Singapore, this is the
work of the Monetary Authority of Singapore.
From November 1974 to October 1983, the Hong Kong
dollar was a floating currency. On October 17, 1983, after
a period of much instability in the exchange rate of the
dollar, a revised exchange rate system was introduced.
Under this arrangement, the two note-issuing banks are to
hold certificates of indebtedness issued by the Exchange
Fund. These are redeemed against payments in US dollar at
a fixed exchange rate HK$7.80=US$1.00. In practice,
therefore, the change in note circulation is matched by a
US dollar payment to or from the Exchange Fund.
At this point, it may be suitable to elaborate a bit
on the function of the Exchange Fund. The Exchange Fund
was established by the Currency Ordinance of 1935(later
named the Exchange Fund Ordinance) Since its inception,
the Exchange Fund has held the backing to the note issue.
Right now, its principal activities is the day-to-day
management of the Government's financial assets. Its
statutory role as defined in the Exchange Fund Ordinance
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is to influence the exchange value of the Hong Kong
dollar. The Exchange Fund is managed by the Monetary
Affairs Branch of the Government-Secretariat under the
direction of the Financial Secretary, who is advised by a
commettee comprising prominent members of the banking and
2
financial community.
Back to the currency issue, the Government has never
revealed the rationale by which the two banks are
arthorized to issue notes in Hong Kong. It is doubtless
that the Hong Kong & Shanghai Bank has taken an
increasingly important role in the issue of banknotes in
recent years.(Appendix)
It has always been controversial as to whether the
two note-issuing banks receive benefits from their status.
The cost of note issuance is born by the Exchange-Fund and
the cost that the two banks has to bear is the opportunity
cost associated with the payment of.US dollar in exchange
for CIs. Nevertheless, having notes bearing their names
and logos on both sides did give "free-advertising"
effects to them. These "free advertising" effects appear






The Clearing House of the Hong Kong Association of
Banks(HKAB) is the medium for the exchange, sorting and
balancing of cheques and other negotiable instruments
drawn on members of the association and for the processing
of direct debits and credits and other banking
transactions presented by member banks.
The Clearing House consists of a Management Bank,
Settlement Banks and Sub-settlement Banks. Under an
agreement with. the Hong Kong Association of Banks, The
Hongkong and Shanghai Banking Corporation acts as the
Management Bank, ie, Central Clearing Bank. There are at
present 10 Settlement Banks(including the Management
Bank). Each Settlement Bank maintans a clearing account
with the Management Bank for the' purpose of clearing
cheques and interbank transactions. The remaining members
of the Hong Kong Association of Banks are all Sub-
settlement Banks. They maintain clearing accounts with
their respective Settlement Banks.
Credit balances in the clearing accounts receive no
interest, but debit balances are charged interest by the
Settlement/ Management Bank in accordance with pre-
determined terms. Interest rate charged on debit balances
is Best Lending Rate(BLR) or Hong Kong Interbank Offered
Rate(HIBOR) whichever is higher, up to a certain anount,
and three percent over BLR or HIBOR beyond that amount.
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B. Principal Banker to the Government
As principal banker to the Government, a Central Bank
has the following roles:
1) operating the Government's revenue and
expenditure accounts,
2) providing short-term borrowing facilities to the
Government,
3) giving advice on monetary and financial matters,
and
4) acting as fiscal agent and underwriter for
3
government issues.
In Hong Kong, the Exchange Fund and the Traasury are
responsible for maintaining the bank accounts for the
Government. The bulk of the Government's financial assets
are now held in the Exchange Fund, mainly in the form of
bank deposits in certain foreign currencies and in Hong
Kong dollars, and of interest-bearing instruments.-in
foreign currencies. In fact, the principal activity of the
Exchange Fund is the day-to-day management of- these
assets. On the other hand, the Treasury handles daily cash
rceipts and disbursements and is the Government's
cashiers.
3
Hong Kong 's Banking System in Transition: Problems,
Prospects and Policies
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The Government has a conservative fiscal policy and
it usually maintains a balanced budget. Hong Kong issued
its first public debt in 1984 when HK$1 billion worth of
bonds were issued. This was carried out by the Monetary
Afairs Branch. Hong Kong has only little external debt and
the total debt only amounted to HK$1.4 billion in 1986.
Once again the Hongkong Bank plays a dominating role
in advising the Government on monetary and financial
affairs. It is the alternate chairman of the Hong Kong
Association of Banks and a member of the Banking Advisory
Committee and the Exchange Fund Advisory Committee. In
addition, the Hongkong Bank is by tradition given a seat
in the Executive Council. Thus, the Hongkong Bank is given
access to both political and exonomic information, and is
involved in policy-making in the territory. This is a
important point in the conflict of interests argument.
5.3 Prudential Function
The authority for the prudential supervision of banks
and deposit-taking companies, collectively called
authorized institutions, is vested in the Commissioner of
Banking. This authority is derived from the new Banking
Ordinance which was introduced in March 1986, replacing
the previous Banking Ordinance and Deposit-taking
Companies Ordinance. The provisions of the ordinance
relate to the regulation of banking business, particularly
the business of taking deposits, and the supervision of
authorized institutions, so as to provide a measure of
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protection to depositors and to promote the general
stability and effective operation of the banking system.
The Commissioner for Securities and Commodities
Trading exercises prudential supervision of securities,
financial investment and commodities futures industry in
Hong Kong by administering the Securities Ordinance, the
Protection of Investors Ordinance and the Commodities
Trading Ordinance.
Furthermore, companies transacting insurance business
in Hong Kong are subject to the Insurance Companies
Ordinance. The ordinance brings all classes of insurance
business under a comprehensive system of regulation and
control by the Registrar General (Insurance Authority).
In fact, prudential fuction concerns two aspects:
1) the regulation and supervision of individual
institutions and markets in accordance with specific
laws and regulations.
2) the obligation to preserve system-wide stability
during times financial strains and panic.
The latter aspect is usually discussed in terms of
'lender of last resort' and 'discount window'.
In Hong Kong, there is no fromal lender of last
resort. Before the July Package, this is jointly performed
by the Exchange Fund and the two note-issuing banks,
particularly the HSBC.
From the period 1961 to 1986, the Exchange Fund has
repeatedly used its resources to provide liquidity for
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distressed institutions. However, in the period 1961-
September 1983, the Exchange Fund played the role of being
the ultimate lender of last resort. In the second period
from September 1983 to 1986, the Government took a more
active role which was marked by the emergency legistion
rushed through on September 27, 1983 enabling it to use
the resources of the Exchange Fund to take over Hang Lung
Bank.
The role of the Exchange Fund as "Lender of Las-
Resort" has, in fact, led to criticisms. It is.-argued tha-
the role of the Exchange Fund is to influence the value of
the Hong Kong dollar, and thus to protect its integrity,
but not to bail out badly managed banks. However, the
Government's view is that spread of bank failures will
eventually cause a run on the Hong Kong dollar.
In recent years, many local bankers propose the
setting up of a 'discount window'. This refers to the
arrangement by which depository institutions borrow
reserve from the Central Bank by discounting their
"eligible assets" to the Central Bank. However, it should
also be.noted that in countries where "discount window"
facilities exist, the Central Banks also have the power to
pool cash reserves of member banks. This is probably the
first issue to be solved if there is going to be discount
window facility in Hong Kong.
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5.4 Monetary Policy
Monetary Policies are Central-Bank policies aimed at
changing the rate of growth of the money stock.
Monetary theory and policy have always been
controversial, and one especially debatable issue is Rule
vs Discretion, ie, whether the Central Bank should adhere
strictly to a pre-announced rule, or whether they should
use their judgement in the light of changing circumstances
for adjusting its monetary policy.
However, owing to the peculiar institutional and
structural characteristics of the ecomomy and financial
system Hong Kong, we do not follow a particular Rule or
Discretion policy here. Traditional instruments of
monetary management should include open-market operations,
discount policy and reserve requirements.
Without a Central Bank in Hong Kong, discount policy
and reserve requirements cannot be carried out although we
have the minimum liquidity ratio. In addition, there is no
government bonds issued for open-market operations be
conducted.
Hong Kong economy is famous for its high degree of
openness. For example, its external trade is nearly twice
its Gross Domestic Product. Its economy is small and
depends heavily on its trading partners. Hence it would be
difficult for a Central Bank to exercise independent




Two important developments during the past year have led
to vigorous discussions and changes on central banking
functions in Hong Kong. These are the New Accounting
Arrangements announced on July 15, 1988 and Financial
Budget for the coming fiscal year 1989.
The following will serve to give a brief description
of the two issues thus enabling, an understanding of their
implications in the following chapter.
6.1 The July Package
On July 15, 1988, the Secretary for Monetary Affairs
announced the New Accounting Arrangements between the
Exchange Fund and the Hongkong and Shanghai Banking
Corporation effective on July 18, 1988.
4
As stated in the document sent to Chief Executives of
all Licensed banks, the purpose of the new accunting
arrangements is to enable the Government, through the use
4
New Accounting Arrangement between the Exchange Fund
and the Hongkong and Shanghai Banking Corporation
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of the Exchange Fund, to exercise more effective influence
over the availability and price of money in the interbank
market and thus to assist it better to maintain exchange
rate stability within the frmamework of the linked
exchange rate system.
The main points in the documents are as follows:
1) HSBC maintains a Hong Kong dollar account (the
Account) with Exchange Fund
2) HSBC aims to maintain a balance (the Balance)
in that account no less than the net clearing
balance (NCB) of the rest of the banking
system
3) no interest is paid on credit balances in the
Account
4) if the Balance falls short of the NCB, HSBC pays
interest on the shortfall to the Exchange Fund
5) if NCB is in debit, HSBC pays interest on the
debt amount to the Exchange Fund
6) up to a certain amount, the rate of interest
payable by HSBC under 4) and 5) is BLR or Hong
Kong interbank offered rate (HIBOR), whichever
is higher. Beyond that amount, the interest rate
payable is 3% over BLR or HIBOR whichever is
higher. In exceptional circumstances, an
alternative rate may be determined by the
Financial Secretary, after consultation with
HSBC
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7) the Exchange Fund will use the Account, at its
discretion, to effect settlement of its Hong
Kong dollar transactions with HSBC
8) the Exchange Fund will also use the Account, at
its discretion, to effect settlement of its Hong
Kong dollar transactions with other licensed
banks
6.2 The Exchange Fund Bill
In the Financial Budget for the coming year 1989, the
Financial Secretary Piers Jacobs announced the
introduction of Exchange Fund Bill. This will be short-
term debt paper issued by the Exchange Fund. Market
information revealed that bills will be 90-day bills
issued weekly for 0.2 billion. This will last for around 3




IMPLICATIONS OF RECENT DEVELOPMENTS
The recent developments described in the previous
chapter have important implications on the central banking
functions developments. This chapter will explore these
implications.
7.1 The July.Package
These new accounting arrangements mainly affect the
following two areas:
a) Influence of the Exchange Fund on the supply of
liquidity and interest rate in the interbank
market
b) Impact on the Hongkong and Shanghai Banking
Corporation
The new arrangement will enable the Government,
through the use of the Exchange Fund, to exercise more
effective influence over the availability and price of
money in the interbank market and thus to help in
maintaining exchange rate system. Hence, it may overcome
the deficiencies which were both apparent under the old
structure and a material cause of the currency crisis of
1983. The creation of the Account is a transfer of net
24
credit balances from the HSBC to the Exchange Fund. It
means that the HSBC is deprived of the use of the clearing
balances, which also means that HSBC cannot now extend
credits to other banks without simultaneously increasingly
the size of balances that it must maintain at the Exchange
Fund. Consequently, the Exchange Fund may employ the
Account, together with open market operations to regulate
the availability of interbank market money. The following
examples will illustrate the situations before and after
the establishment of the Account.
Suppose the Hong Kong dollar is weakening vs the
official parity, ie, moving towards 7.85 or 7.90, and the
authority believes that the speed and effectiveness of
private arbitrage are insufficient. Then the authority
will sell US dollar in the market. In order to stabilize
the exchange rate, there must be simultaneous contraction
in the interbank market liquidity leading to multiple
contraction in the Hong Kong banking system. This will
push the interest rates upwards. Before the new accounting
arrangements were in effect, this has been impossible. The
following three examples will illustrate situations before
the arrangements.
1) The Exchange Fund sells HK$3 billion worth of US
dollar to the HSBC
2) The Exchange Fund sells HK$3 billion worth*of US
dollar to other banks(other than the HSBC)
3) The Exchange Fund sells HK$3 billion worth of US
25
dollar to the public.
The corresponding balance sheets are as shown below:





















us$ +3 BIL Due to +3 BIL
Ex Fund
3) HK Banking System
DEBIT CREDIT
Due to +3 BIL
Ex Fund
Due to -3 BIL
Public
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From the above examples, it is obvious that sale US
dollar by the Exchange Fund cannot reduce HK dollar
reserve in the Hong Kong banking system. As a result, the
monetary base will not contract. Nor will the interbank
interest rate move upwards. That is, it is difficult for
the Exchange Fund to intervene the foreign exchange
market. The problem is that the HSBC did not have to
maintain a clearing account. At the sane time, it is also
the Management Bank of the Clearing House.
Under the new arrangements, the HSBC has to maintain
the Account at the Exchange Fund. As a result, the
Exchange Fund may employ the Account for open market
operations.
Suppose the Exchange Fund sells HK$3 billion worth of
US dollar under the three previously stated situations:
1) The Exchange Fund sells HK$3 billion worth of US
dollar to the HSBC
2) The Exchange Fund sells HK$3 billion worth-of US
dollar to other banks(other than the HSBC)
3) The Exchange Fund sells HK$3 billion worth of US
dollar to the public.
The corresponding balance sheets are as shown in
Table 2 in the following page.
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Account -3 BIL Due to -3 BIL
at Ex Fund Public
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In the three examples, the Account is decreased by
HK$3 billion, ie, Hong Kong dollar reserve in the banking
system is reduced by 3 billion, leading to contraction in
interbank market monetary base. This makes the
intervention by Exchange Fund to stabilize the official
parity easier.
In addition, the account that the Treasury
maintains at the Exchange Fund, also provides a channel
for regulating interbank market monetary base. Eg. If the
Treasury withdraws from the banking system and deposits at
Exchange fund to exchange for certificate of indebtedness,
interbank market monetary base will contract, leading
interbank rate moving upwards.
In summary, the new accounting arrangements has
transferred the ability to regulate the interbank market
monetary base from the HSBC to the Exchange Fund.
Concerning the impact on the HSBC, it is general
opinion that the new arrangement has undermined the HSBC's
previleged position.
Under the original arrangement, the HSBC charged
interest ,for debit balances of the other banks, but paid
no interest for credit balances, This benefit only applied
to the HSBC, but not other Settlement Banks. This because
the HSBC is not only a Settlement Bank, but also the
Management Bank of the Clearing House, For other
Settlement Banks, they also charged interest for debit
balances of Sub-settlement Banks and paid no interest for
credit balance, initially. However, these benefits will
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subsequently be transferred to the Management Bank, ie,
the HSBC after clearing.
Now, after the launching of the new arrangements, the
previleges that HSBC has been enjoying are reduced. The
arrangement requires the HSBC to maintain the Account with
the Exchange Fund. It receives no interest for credit
balances whereas it has to pay interest to the Exchange
Fund when the NCB (Net. Clearing Balance) is in debit.
However, the HSBC still retains its position in charging
interest from other banks for debit balances, and it pays
no interest for credit balances.
7.2 The Exchange Fund Bill
The Financial Secretary has indicated that the
proceeds from these Exchange Fund Bills would not be used
for the purpose of financing fiscal deficits or public
expenditure. Rather, the bill would mainly serve to give
the Government a more direct, flexible and possibly more
effective means to intervene in the money market which
would help to maintain exchange rate stability. That is,
the Government will be able to carry out open-market
5
operations although in a small scale.
5
"Boost for Debt Paper Market", South China Morning
Post, March 2, 1989
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In addition, the bill will also help the local debt
paper market because it will set as a benchmark for the
other debt papers, according to Mr. Karl Hurst, chairman
of Hong Kong Capital Market Association. This is futher
enhanced by the removal of all interest taxes effective
from April 1, 1989. The scrapping of interest tax will
make Hong Kong dollar debt paper, particularly those with




DID THE JULY PACKAGE SIGNIFY "A CLOSER STEP'
TO CENTRAL BANK
People view the new accounting arrangements put in
force on July 18, 1988 as a closer step towards the
establishment of a Central Bank in Hong Kong.
Theoreticaly,. the HSBC loses its power to manipulate
interest rates and to create money in the territory. In
addition, some are even worried that the Government
increasingly uses intervention in place of arbitrage as a
tool for stabiliizing the exchange rate.
However, economists like Dr. Y.C. Jao objected to
this view. According to Dr. Jao, a Central Bank should be
able to provide functions including note-issuing,
determination of reserve ratio, discount rate adjustment,
provision of discount window, open-market operations, etc.
Thus, based on these criteria, the Exchange Fund is far
from a Central Bank.
In addition, although the Exchange Fund seems to be
able to regulate money aggregates after controlling
interbank liquidity, this is only on a short-term basis.
In the long run, as long as the note-issuing is fully
backed in US dollars and the Hong Kong and, US dollar
32




THE PROS AND CONS OF SETTING UP
A CENTRAL BANK IN HONG KONG
In the previous sections, the various Central Bank
functions and their recent developments in Hong Kong have
been discussed. Furthermore, arguments as to whether the
July Package signifies a step towards the setting up of a
Central Bank have been illustrated. It may be high time to
come to an important question which have been
controversial in the territory: Should Hong Kong set up a
Central Bank? This is a complicated and debatable issue.
Related persons including bankers, government officials
and economists have always been discussing and struggling
on the issue. Up till now, there is still no conclusion to
the question.
The following context will comprise a summary of the
pros and cons of the Central Bank proposal as well as a
brief discussion on thses views.
A. Pros
1. The establishment of a Central Bank in Hong Kong will
eliminate the "conflict of interests" that arises due
to the fact that commercial banks are acting as a
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quasi Central Bank. In this way, functions such as
note-issuing, central clearing and banker to the
government, etc, which lead to resentment from other
banks will eliminate.
2. At present, different Central bank functions are
scattered among various private and government
institutions. The grouping of these functions under
one roof, ie, a single Central Bank will lead to
better policy formulation as well as a higher
operational efficiency.
3. A Central Bank can automatically perform its duty as
the lender of last resort, and can offer 'discount
window' facilitated on a regular basis. Thus, it is
argued it will exert a more effective stabilizing
influence on the financial sector than the present ad
hoc arrangement.
4. A Central Bank is more able to carry out monetary
policy successfully under alternate exchange rate
regimes.
B. Cons
1. Given that the People's Bank of China is the Central
Bank of China, and that sovereignty will revert to
China in 1997, any proposal for a Central Bank would
logically imply the extension of the authority of the
People's Bank to Hong Kong. The control of. Hong
Kong's banking system by a socialist Central Bank
will not be beneficial to Hong Kong's capitalist free
enterprise economy.
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2. In a small open economy like Hong Kong, which depends
heavily on external trade and the economy of its
trading partners, it is impossible for any Central
Bank to pursue effectively an independent
discretionary monetary policy. In fact, the linked
exchange rate system has cleared away the need for a
discretionary monetary policy.
3. Central Bank functions are being conducted properly
in Hong Kong. Thus there is no need to change the
status quo by the creation of a Central Bank in Hong
Kong.
4. Most of the deficiencies in the existing banking
system of Hong Kong can be remedied without the
creation of a Central Bank.
5. A Central Bank will increase the Government's
intervention in the economy and interference with the
market mechanism, paricularly in the area of credit
allocation-- a trend inconsistent with Hong Kong's
free market system.
6. A Central Bank is a very expensive undertaking. In
particular, it requires highly experienced staff who
may have to be recruited abroad in view of Hong
6
Kong's lack of experience in the area.
6
Hong Kong's Banking System in Transition : Problems,
Prospects and Policies
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The following will be an examination of the pros and
cons raised. On the pros side, the point on "conflict of
interests" is both obvious and important. This point has
been discussed in previous sections. However, this problem
may not necessarily can only be solved by the
establishment. of a Central Bank. This may well be solved
by other means Eg. by granting note-issuing rights to
authorized banks, setting up an independent authority for
clearing functions, etc. Concerning the fragmentation of
central banking functions, this does not form a strong
reason in supporting. As to the function as lender of last
resort, the Exchange Fund is now playing this role with
the introduction of the July Package. The role is no
longer played by a competitor in the market, ie, a
commercial bank. In addition, the provision of a
'discount window' may be made by the Exchange Fund on a
regular basis provided that banks and DTCs are willing to
put cash reserve in the Exchange Fund. Lastly, there is no
guarantee that a Central Bank will lead to improvement in
the conduction of monetary policy.
On the other hand, the "cons" side seem to be more
convincing. The setting up of a capitalist Central Bank
within the territory of a socialist country will lead to
practical and economic problems in the forseeable future.
The fact that it is difficult for a small island-type open
economy to conduct monetary policy at its own discretion
has been discussed in previous sections. The other point
about using other means to remedy the existing
37
deficiencies has also been mentioned and is quite
possible. However, the final points about intervention and
staffing problem are not so convincing. We cannot
generalize into that Central Bank will lead to
intervention and thus is worse than an economy without a
Central Bank. We can see-that Central Banks like West
Germany are even known for their conservatism. As for the
part on staffing, it must be made clear that cost must for
any benefits gained. And, in fact, if the benefits can
really be realized from the setting up of a Central Bank,




In view of the Pros and Cons evaluated in the
previous chapter, a set of suggestions are made.
If no Central Bank is to be set up in Hong Kong, the
Government may resolve various problems as follows:
1. Establishment of an independent authority for issuing
currency.
This authority is-like that in Singapore which is
responsible for issuance and redemption of currency. All
currency is fully backed by foreign currency assets which
is US dollar in the case of Hong Kong.
In this way, the point on "conflict of interest" can
be solved.
2. Take-over of Clearing House function by the Exchange
Fund
This will also solve the "conflict of interest"
problem which exists due to liquidity revealed to
competitor. In addition, the balances member banks kept
with the Exchange Fund can be used for settlement
purposes. Member banks will be-more willing to share
settlement expenses by paying to the Government than to a
competitor.
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3. Change in attidude of the Government to banks
The Government should have a more even attitude to
all banks instead of buildig up. a closer or special
relationship to particular banks. For example, the
Government should diversify its deposits of revenues in
more banks. It is hope that in this way the issue




Central Banking is both a hot and controversial issue
in, Hong Kong. In the above context, the existing system,
recent developments and their implications have been
explored into. In. addition, the pros and cons of setting
up a Central Bank as from the society are evaluated. It
seems that the setting up a Central Bank is not so
justified at present. However, in view of the
argumentative "conflict of interest", some suggestions




CURRENCY IN CIRCULATION, YEAR-END (HK$ MILLION)
1983 1984 1985 1986 1987 1988
Commercial
Bank Issue:
11,124 11,754 14,234 17,054 22,504 26,734HSBC
(72.5) (75.2) (73.1) (76.1) (78.2) (78.4)
Chartered 2,806 2,492 3,732 3,572 4,422 5,092
Bank (18.3) (16.0) (19.2) (15.9) (15.4) (14.9)
Government 1,413 1,375 1,493 1,782 1,841 2,262
Issue: (9.2) (8.8) (7.7) (8.0) (6.4) (6.6)
15,343 15,621 19,459 22,412 28,767 34,088
Source: Hong Kong Annual Reports, 1983-1988
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